Financial Reporting Council

Company Guidance (Updated 4
December 2020%) (COVID-19)

COVID-19 Pandemic

Guidance for companies on Corporate Governance and
Reporting

Many companies are facing ongoing uncertainty about their prospects in an environment
which may challenge or disrupt their usual management and governance processes. This
uncertainty is likely to continue over the coming months as companies react to changes to
social distancing restrictions in different countries, access to financial support measures
made available by the UK and other governments varies, and the longer-term impact on the
economy remains unclear.

The FRC encourages companies, as appropriate, to make use of the extension announced
by the FCA to the deadline for publication of audited annual financial reports from four to six
months from the end of the financial year. The FCA has confirmed that this extension will, at
a minimum, continue to be available to listed companies with financial periods ending before
April 2021. When it decides to bring any of these measures to an end, it will give companies
notice so that they have time to plan for the change. The LSE has also announced
temporary filing extensions for annual and interim reports for companies on AlM, which will
remain until further notice. Companies should continue to provide information to investors
on the areas of most immediate interest to them.

In this paper, we highlight some key areas of focus for boards in maintaining strong
corporate governance and provide high-level guidance on some of the most pervasive
issues when preparing their annual report and other corporate reporting.

Our key messages to boards on corporate governance are to:

o develop and implement mitigating actions and processes to ensure that you continue to
operate an effective control environment, addressing key reporting and other controls on
which you have placed reliance historically but which may not prove effective in the
current circumstances;

o consider how you will secure reliable and relevant information, on a continuing basis, in
order to manage the future operations, including the flow of financial information from
significant subsidiary, joint venture and associate entities; and

e pay attention to capital maintenance, ensuring that sufficient reserves are available when
the dividend is made, not just proposed; and sufficient resources remain to continue to
meet the company’s needs.

1 Published March 2020. Updated in May to include guidance on Interim Reports, APMs and exceptional items
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Making forward-looking assessments and estimates when preparing financial statements
and providing other corporate reports is particularly difficult currently. The following guidance
is intended to help boards focus on areas of reporting of most interest to investors; and to
encourage them to provide clarity on the use of key forward-looking judgements. The
guidance covers:

e The need for narrative reporting to provide forward-looking information that is specific to
the entity and which provides insights into the board’s assessment of business viability
and the methods and assumptions underlying that assessment;

e Going concern and any associated material uncertainties, the basis of any significant
judgements and the matters to consider when confirming the preparation of the financial
statements on a going concern basis;

e The increased importance of providing information on significant judgements applied in
the preparation of the financial statements, sources of estimation uncertainty and other
assumptions made; and

o Judgement required in determining the appropriate reporting response to events after the
reporting date and the extent to which qualitative or quantitative disclosures may be
appropriate.

Corporate Governance

In these difficult times, the need for clear leadership, strong governance and effective
decision making based on reliable information is stronger than ever.

The disruption to working practices and the changing resource demands will have led to the
need for new forms of management and control. Such changes are inevitable, but boards
are advised to consider the following matters and ensure plans are in place to address them.

Management information

The usual flows of management information through a group or company or from associates
and joint ventures may have been disrupted. Boards must consider how they can maintain
and/or complement this missing information as they plan their route through the current
circumstances. This flow of information will also be important for preparing the published
financial statements.

Risk management and Internal controls systems

Relocation of staff and the inaccessibility of some business locations may lead to risk
management processes and internal controls becoming unworkable or otherwise relaxed.
Such changes may be unavoidable or considered necessary in the short-term to maintain
some level of operations.

However, we urge boards to monitor such changes carefully, introducing alternative
mitigating controls where necessary and practicable to support the operation of an effective
control environment. The risk of fraud may be elevated given changes to working
arrangements and normal controls, and boards should be alert to this risk. Some changes to
controls may need to be maintained in the medium-term and boards will need to consider
how these become embedded in existing practices.
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Dividends and capital maintenance

Many companies have already adjusted their approach to dividends and their shorter-term
dividend policies to support their balance sheets and provide financial flexibility.
Stakeholders will be interested in understanding how these policies have changed and any
plans for reinstating previous policies. For those companies that have proposed but not yet
made a dividend (declared by the members in general meeting for a final dividend or by
payment for an interim dividend), directors need to consider not only the position of the
company when the dividend was proposed but also when it is made. Where the company is
no longer able to pay a dividend, directors should halt any dividend and communicate as
appropriate to the market.

The assessment of whether a dividend is appropriate should include consideration of current
and likely operational and capital needs, contingency planning and the directors’ legal duties,
both in statute and common law. Directors must ensure that the capital maintenance rules of
Part 23 of the Companies Act 2006 are complied with, that they fulfil their duties under
Section 172 of the same act and that due consideration is given to their fiduciary duties to
ensure the company will be able to pay its debts as they fall due.

In some cases, it may be necessary to move funds around a group, using inter-company
dividends from subsidiaries to their parent companies or capital contributions between
companies. Once again directors must ensure that such transfers comply with statute and
the common law duties of directors.

Corporate Reporting

Investors have highlighted that their key information needs relate to the liquidity, viability and
solvency of companies. Boards cannot predict the extent and duration of the COVID-19
pandemic nor its consequences for the global economy. It is, however, reasonable for
investors to expect companies to be able to articulate their expectations of the possible
impacts on their specific business in different scenarios.

Investors and other users of corporate reports want to understand a company’s resilience in
the face of current uncertainty and to understand the key assumptions and judgements a
board is making when assessing resilience and in preparing company financial statements.

Of particular importance is the availability of cash within a group of companies, the ability to
transfer such resources around the group to where it is needed, given operational, regulatory
and legal constraints, and the access to further cash through existing and potential financing
facilities.

Strategic Report

The Strategic Report should always be forward looking, and especially so during the current
crisis. It should also be entity-specific — COVID-19 is affecting all businesses and individuals
but the critical implications for individual companies may differ, as will their plans to mitigate
some of the effects, their capacity to follow these plans and the level of resources available

to withstand the effects that remain.
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Stakeholders are interested in how business models and strategies have evolved in
response to the pandemic and, in particular, how companies intend to navigate the short-
and medium-term uncertainty posed as a result of COVID-19. In understanding how a
company’s strategy and business model has changed in response to COVID-19,
stakeholders are interested to know how this has influenced the company’s risk appetite and
its approach to managing those risks.

In setting out its principal risks and uncertainties, a company should consider the specific
resources, assets and relationships that are most under threat and the steps being taken to
protect them. The protection and retention of staff, maintenance of relationships with
customers and suppliers, and defence of the supply chain will be of concern to all
stakeholders, including investors.

Viability Statement

Given the systemic uncertainties that currently exist, many boards will be less confident in
stating that they have a reasonable expectation that the company will be able to continue in
operation and meet its liabilities as they fall due over a period of assessment (“the viability
statement” as required for compliance with the UK Corporate Governance Code).

However, the FRC stresses the following points:

o Boards are required to have a “reasonable expectation” of the company’s viability over
the period of assessment — during the current emergency and unprecedented pace of
change, any reasonable level of expectation would naturally carry a much lower level of
confidence;

e Being clear on the company’s specific circumstances and the degree of uncertainty about
the future is important information; and

e When presenting a company’s viability statement, its board should draw attention to any
gualifications or assumptions as necessary.

In describing any qualifications to the statement, a board should describe the limits of the
predictions, the level of confidence with which they have been made and the uncertain future
events that could prove critical to viability.

Similarly, the key assumptions made and the future scenarios considered should be
explained. Many companies already use scenario and stress testing in developing their
statements and this should continue as far as practicable. The use of reverse stress testing,
to identify future scenarios that could lead to corporate failures, is also good practice.

At this time, the need for fuller disclosure is paramount.

Financial Statements

Going concern and material uncertainties

IAS 1 requires financial statements to be prepared on a going concern basis unless
management either intends to liquidate the entity or to cease trading or has no realistic
alternative but to do so.

The FRC thinks it is likely that more companies will disclose “material uncertainties” to going

concern in current circumstances. This term may not be widely understood. It refers to
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uncertainties related to events or conditions that may cast significant doubt upon the entity’s
ability to continue as a going concern. In other words, if boards identify possible events or
scenarios (other than those with a remote probability of occurring) that could lead to
corporate failure, then these should be disclosed. When identifying such events or
scenarios, boards may take account of realistically possible mitigating responses open to
them. Events could lead to corporate failure because of the scale of their adverse impact on
the company and its ability to avoid liquidation or because of their timing.

When assessing whether material uncertainties exist, boards should consider both the
uncertainty and the likely success of any realistically possible response to mitigate this
uncertainty.

These assessments are significantly more difficult currently given the uncertainties about the
impact of COVID-19, the extent and duration of social distancing measures, the impact on
the economy and asset prices generally. Boards should consider the potential impact of
these matters on the company’s specific circumstances, paying attention to their current and
potential cash resources, including access to existing and new financing facilities, revolving
facilities, invoice discounting and reverse factoring. The company’s access to and use of
such facilities should be disclosed appropriately.

Boards should also consider their access to government support measures that have been
announced.

e We encourage boards to consider the impact of different potential scenarios (e.g.
consideration of different time periods for the continuation of social distancing) on their
company’s revenues, costs (both fixed and variable) and cash flow requirements. Some
official sector bodies in the UK and globally (e.g. the UK Office for Budget Responsibility,
the International Monetary Fund and the OECD) have produced projections for economic
activity that companies may use as an anchor for their own scenarios.

o If a material uncertainty does exist, then the company should disclose it in terms that are
as specific to the entity as possible. Users will wish to know how and when the
uncertainty might crystallise and its impact on the resources, operational capacity,
liquidity and solvency of the company.

o If the board concludes that there is not a material uncertainty that meets the criteria for
disclosure, but this conclusion required the application of significant judgement, then this
judgement should be disclosed in accordance with paragraph 122 of IAS 1. The IFRS
Interpretations Committee (then IFRIC) explained this requirement in an agenda decision
set out in the July 2014 IFRIC Update. Providing such disclosures will help meet the
information needs of financial statement users to understand fully the pressures on
liquidity, viability and solvency.

Significant judgements and estimation uncertainty

Given the inherent uncertainties in making predictions, we have stressed above the need to
disclose underlying assumptions applied when preparing a viability statement, and any
significant judgements made when assessing whether there are material uncertainties to
disclose.

Similarly, companies should disclose significant judgements made in applying accounting
policies that have the greatest effect on the financial statements. The requirement to do so
(IAS 1 paragraph 122) is normally distinguished from the requirement of IAS 1 paragraph
125 regarding sources of estimation uncertainty. However, at this time, we encourage
companies to focus on providing as much context as possible for the assumptions and
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predictions underlying the amounts recognised in the financial statements, including, where
relevant, information about potential sensitivities to changes in assumptions, or ranges of
possible outcomes. Such information will help users to understand the amounts presented.

Relevant judgements and assumptions might include the:

o availability and extent of support through government support measures that have been
announced;

o availability, extent and timing of sources of cash, including compliance with banking

covenants or reliance on those covenants being waived,;

duration of social distancing measures and their potential impacts;

measurement of credit losses on receivables and contract assets;

identification of additional indicators of asset impairment; and

fair value of investment properties and financial assets, as the level of estimation

uncertainty may be higher.

In the absence of any consensus view of the future path of the COVID-19 pandemic and its
impact on the economy, users cannot expect all companies to apply consistent assumptions
when there is such uncertainty. This lack of consistency makes the need for full disclosure of
judgements, assumptions and sensitive estimates significantly more important than usual.

Events after the reporting date

IAS 10 distinguishes between those events occurring after the balance sheet date that
provide more information about the conditions that existed on the balance sheet date
(“adjusting events”) and those that are indicative of conditions that arose after the balance
sheet date (“non-adjusting events”). Amounts in the financial statements must be adjusted in
response to adjusting events whilst only disclosures are required in response to material
non-adjusting events.

Companies will need to judge how much of the impact of COVID-19 should be considered to
arise from non-adjusting events for subsequent reporting dates. This will be highly
dependent on the reporting date, the specific circumstances of the company’s operations
and the particular events under consideration.

In reaching this judgement, companies will need to focus on the importance of the conditions
at the balance sheet date — does the event shine a brighter light on those conditions or did
conditions change after the reporting date? If the judgement had a significant effect on the
amounts in the financial statements, then this judgement should be disclosed and explained.

If an event is considered to be non-adjusting, then the nature of the event should be
disclosed. Where an estimate of the financial effect on the company can be made, then this
should be disclosed. Otherwise the fact that the financial effect cannot be estimated should
be disclosed. The estimate does not need to be exact — a range of estimated effects is better
than no quantitative information at all. In the absence of any quantitative estimate, a
gualitative description should be provided.

Exceptional or similar items

As required by IAS 1, many companies disclose individually material items on the face of the
income statement or in the notes to their accounts. Companies will need to consider whether
additional items of income and expenditure arising from the Covid-19 crisis should be
separately disclosed in accordance with their existing policies for ‘exceptional’ or other
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similar items. The materiality of items such as restructuring costs, impairment charges,
incremental health and safety costs, and the costs of onerous contracts will need to be
considered by each company. The nature and amounts of any such items should be
presented in a way that is helpful to readers; for example, by giving them all in a single note
or linking them with cross-references. Information about the effect of these or similar items
on cash flows, and their timing, and tax will also be relevant to readers.

Companies should:

e Dbe even-handed in identifying any gains as well as losses;

e not describe amounts as ‘non-recurring’ or ‘one-off’ if they are also expected to arise in
future periods;

e not disclose costs (sometimes described as ‘stranded’, ‘sunk’ or ‘excess’) as exceptional
solely because of a reduction in, or elimination of, the related revenue streams due to the
Covid-19 crisis; and

o not identify incremental costs as exceptional if they result in incremental revenue that is
not also described as exceptional; for example, additional staff costs related to managing
unusually high levels of sales of in-demand items.

Some effects of Covid-19 will be pervasive and hard to quantify. In these circumstances, it is
helpful to provide narrative disclosures explaining the nature of the items and the
uncertainties around them. However, splitting discrete items on an arbitrary basis in an
attempt to quantify the portion relating to Covid-19 is unlikely to provide users with reliable
information. We discourage companies from disclosing these in their accounts.

Some companies present sub-totals on the face of their income statement which adjust for
exceptional or similar items. IAS 1 permits sub-totals to be presented if they are relevant to
understanding a company’s financial performance. These must only be comprised of line
items made up of amounts recognised and measured in accordance with IFRS. Accordingly,
presenting a sub-total derived on a hypothetical or ‘pro-forma’ basis (for example, by adding
back an estimate of ‘lost’ revenue), either as a line item or in a ‘third column’ format, would
be inconsistent with the requirements of IAS1.

Alternative Performance Measures (‘APMs’)

Companies often use APMs in their interim and Annual Reports and Accounts to supplement
information provided under IFRS. These frequently include measures such as profit adjusted
for exceptional or similar items. Companies are expected to provide APM disclosures that:

e have clear and accurate labelling;

e have an explanation of their relevance and use;

e are reconciled to the closest IFRS measure; and

e are not given more prominence than the equivalent IFRS measures.

APMs should also be presented consistently year-on-year. However, there may be
circumstances where the Covid-19 crisis has, for example, resulted in a company’s making
changes to its operations or business model. These may result in changes to the APMs used
to run and monitor the business. In these circumstances, readers should be informed of any
such changes and provided with an explanation of why they provide reliable and more
relevant information.

APMs which attempt to provide a measure of ‘normalised’ or ‘pro-forma’ results, excluding
the estimated effect of the Covid-19 crisis, are likely to be highly subjective and, therefore,
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potentially unreliable. In addition to the subjectivity arising around which costs to exclude, in
most cases Covid-19 is likely to have resulted in reductions in revenues. Any adjustment for
lost revenues would be hypothetical and could not be reflected reliably in an APM. We do
not expect companies to provide these measures; for example, by including them in a ‘third-
column’ income statement presentation.

We continue to expect companies to apply the ESMA guidelines on alternative performance
measures as set out in DTR 1.1. We consider that these are consistent with the Companies
Act 2006 and codify best practice in supporting a strategic report that is fair, balanced and
comprehensive.

Leases

The IASB has issued an amendment, ‘Covid-19-Related Rent Concessions (Amendment to
IFRS 16)’. This allows companies granted certain rent concessions to use a practical
expedient to avoid having to assess whether the concession should be accounted for as a
lease modification. This was endorsed by the EU in October for application, at the latest, as
from 1 June 2020 for financial years starting on or after 1 January 2020. This allows for early
adoption for periods starting between 1 January and 1 June 2020.

Interim reports

Directors will need to exercise judgment about the nature and extent of the procedures that
they apply to assess the going concern assumption at the half-yearly date.

For example, they may revise the going concern assessment made when preparing the most
recent annual financial statements and update it for events of conditions that have arisen
between the date the original assessment was made and the date the assessment is made
for the purposes of preparing the interim financial information. Alternatively, management
may develop a new going concern assessment for the purpose of preparing the interim
financial information. Reviewing an entity’s going concern status at the interim stage is
required when applying IAS 34 or FRS 104, the most widely applied standards for interim
reporting in the UK.

Issues that may need to be considered when making this going concern assessment, and
when making going concern and liquidity risk disclosures include:

. a significant adverse variation in operating cash flows between prior budgets and
forecasts and the outturn in the first half of the year;
° a significant reduction in projected revenues for the second half of the year based on

plausible scenarios for the COVID-19 pandemic and public health responses, and
taking into account government support measures;

. a failure to obtain renewal or extension of committed financing facilities; and

° a failure to sell capital assets for their expected amounts or within previously
forecast time-frames.

If going concern has become a significant issue since the previous annual financial
statements, directors should undertake procedures similar to those that they would have
carried out for annual financial statements to ensure that all relevant issues have been
identified and considered.

Disclosures made in the interim financial information may include: any material uncertainties
to going concern; assumptions made about the future path of COVID-19 and the public
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health responses; the projected impact on business activities; use of government support
measures; and access to bank and other financing.

It is a matter for a company to decide whether to engage their auditors to perform an interim
review engagement- it is not a legal or regulatory requirement. However, feedback we have
received from investors indicates that such a review provides valuable assurance, and this
may be particularly so in the current environment.

Other reports and sources of guidance

The following sources expand on the summary guidance provided in this note:

Financial Reporting Lab report: ‘Going concern, risk and viability COVID-19 and Reporting in
times of uncertainty - a look forward’

Financial Reporting Lab report: ‘COVID-19 — Going concern, risk and viability Reporting in
times of uncertainty — June 2020’

Five current questions investors seek information on...

Covid-19 Thematic Review: Review of financial reporting effects of Covid-19

Corporate Governance AGMs: An Opportunity for Change. This includes best practice
guidance that companies should consider when planning and conducting future AGMs,
including the use of technology to hold virtual AGMs. It includes the FRC’s findings on how
companies adapted to the Covid-19 pandemic during the 2020 AGM season.

AGMs and Impact of Covid-19: Guidance Note

Measures in respect of Company filings, AGMs and other general meetings during Covid-19:
0Q&A from Department of Business, Enerqgy & Industrial Strategy

Delay to the implementation of European Single Electronic Format and update on
Coronavirus-related measures: Policy Statement PS 20/14

Inside AIM — 9 June 2020: Temporary measures for publication of half-yearly reports and
indefinite extension to additional three-month period for filing annual reports

Coronavirus: if your company cannot file accounts with Companies House on time

FRC year-end letter to CEOs, CFOs and Audit Committee Chairs

Annual Review of Corporate Reporting 2019/20

Thematic review: Cash flow and liquidity disclosures
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https://www.frc.org.uk/getattachment/1778c4a6-bb89-45f7-8de5-e4737545a98d/COVID-19-Going-concern,-risk-and-viability-a-look-forward.pdf
https://www.frc.org.uk/getattachment/1778c4a6-bb89-45f7-8de5-e4737545a98d/COVID-19-Going-concern,-risk-and-viability-a-look-forward.pdf
https://www.frc.org.uk/getattachment/ef564f3f-d37b-4469-aa30-cc36f0343708/COVID-19-Going-concern-risk-and-viabilityFinal.pdf
https://www.frc.org.uk/getattachment/ef564f3f-d37b-4469-aa30-cc36f0343708/COVID-19-Going-concern-risk-and-viabilityFinal.pdf
https://www.frc.org.uk/medialibraries/FRC/FRC-Image-Library/COVID-19-Inforgraphic-Mar-20.jpg
https://www.frc.org.uk/getattachment/03838acd-facc-4a06-879c-a4682672a6d7/CRR-COVID-19-Thematic-Review-Jul-2020.pdf
https://www.frc.org.uk/getattachment/48c4ee08-b7be-4b7c-8f19-bcaf3d44e441/Corporate-Governance-AGM.pdf
https://www.frc.org.uk/getattachment/48c4ee08-b7be-4b7c-8f19-bcaf3d44e441/Corporate-Governance-AGM.pdf
https://www.frc.org.uk/getattachment/48c4ee08-b7be-4b7c-8f19-bcaf3d44e441/Corporate-Governance-AGM.pdf
https://www.frc.org.uk/getattachment/48c4ee08-b7be-4b7c-8f19-bcaf3d44e441/Corporate-Governance-AGM.pdf
https://www.frc.org.uk/getattachment/be9ba4e9-8d26-45d2-84a0-99f73135205d/AGMs-and-impact-of-Covid-19-FINAL-(002).pdf
https://www.frc.org.uk/getattachment/51dec8c7-7820-402b-b3a1-222db7220157/AGM-QA-Final-Version-Apr-2020.pdf
https://www.frc.org.uk/getattachment/51dec8c7-7820-402b-b3a1-222db7220157/AGM-QA-Final-Version-Apr-2020.pdf
https://www.fca.org.uk/publication/policy/ps20-14.pdf
https://www.fca.org.uk/publication/policy/ps20-14.pdf
https://docs.londonstockexchange.com/sites/default/files/documents/covid19_half_yearly-reports.pdf
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